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Remember, these are just
decision aid tools.  The decision

is yours to make.

Thanks,
at least now I have a better

understanding of net present value
 and internal rate of return.
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Now, let’s apply this concept and proceed to a grazing
land improvement practice. If an improvement prac-
tice is expected to return a given amount each year for
20 years, then each year’s return must be discounted
back to today’s dollars so you can determine the net
present value (NPV) of the practice (example 1).

Example 1. An improvement practice that costs
$10,000 to implement today is expected to return
$1,000 to the grazing land operator each year for
20 years and the operator chooses a 7% discount
rate because that is the rate at which money will
be borrowed. (A discussion on acceptable return
will follow later.)

 At first glance you might notice that a total of $20,000
will be returned to the operation. However; we know
that this $20,000 is not worth $20,000 today because
the $1,000 received each year is not worth the same
amount of today’s dollars; so we need to discount each
year’s $1,000 return and add them to find the total
present value of the returns. Table 1 illustrates the
discounting of each year’s return and sums them to
calculate the present value.

Just pretend they are
"economic time machines"–one takes the

value of money to the future (compounding)
and the other brings it from the future back

to the present (discounting).

Compounding,  discounting,
I get confused.
What are they?
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Table 1.  Discounting of returns of example improvement
practice.

Year Expected future Discount Present
 return rate value

1 $1,000 7% $934.60
2 $1,000 7% $873.40
3 $1,000 7% $816.30
4 $1,000 7% $762.90
5 $1,000 7% $713.00
6 $1,000 7% $666.30
7 $1,000 7% $622.70
8 $1,000 7% $582.00
9 $1,000 7% $543.90

10 $1,000 7% $508.30
11 $1,000 7% $475.10
12 $1,000 7% $444.00
13 $1,000 7% $415.00
14 $1,000 7% $387.80
15 $1,000 7% $362.40
16 $1,000 7% $338.70
17 $1,000 7% $316.60
18 $1,000 7% $295.90
19 $1,000 7% $276.50
20 $1,000 7% $258.40

Total present value of returns
from improvement practice $10,593.80

Cost of improvement practice
 today (already in present value) -10,000.00

Net Present Value $  593.80

The improvement practice in the above example has
an NPV of $593.80. It does better than break even.
Today’s value of the added returns are $593.80 greater
than the added costs. Another way of saying this is,
“The practice is expected to pay for itself and is worth
an additional $593.80 in today’s dollars “
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